
Appendix 2

Highlights Day 1:

Merrill Lynch~tre/~ Conference
Previously published ~h 27 1~

• Bell Atlantic's Chairman upbeat re: growth. raising EPS estimates for '96
and '97 Bell Atlantic (BEL. B-2-2-7, $63 3/4) Chairman/CEO Ray Smith gave
an upbeat presentation highlighting the RBOCs and BEL's opportunities to
drive groW'th In the post-Federal telecom legislation environment. Mr, Smith
focused on the groW'th potential from residential second/third lines as well as
strong demand for vertical services (ie,. caller Id. vOice messaging and call
waiting) that. combined with price cap regulation, will help to stimulate top line
growth In t~e reSidential market. In addition, Mr. Smith stressed the growth
opportunity from new technologies - ISDN and ADSL (asynchronous digital
subscriber line) - which should allow BEL to better meet the demands for
internet conreclivity from both business and reSidential customers. Lastly, Mr.
Smith expressed optimism that the company Will be able to eliminate $300
rrlillion In cash expenses thl8 year Irom productiVity Improvements. Overall, all
of these facters should allow BEL to report top line growth in excess of 5°{, and
EPS growth)f 9-10"/0 in both '96 and '97. As a result, we are raiSing our 96
EPS estimate by SODS FROM $4.20 to $4.25 (9.5% groW'th) and our 97
estimate by SO.10 from $4.55 to $4.65 We believe long distance entry offers
further opportunities beyond '97

• Panel on RBOC/GTE strategies for entry into long distance. The three
panel members (Steve Nowick from Ameritech, Michael Esstman from GTE
and AI Binford from Bell Atlantic) all expressed excitement regarding the LEG's
opportunity tor long distance entry at very low Incremental cost (including
capital). All three agreed on six major points: 1) Within five years (probably
sooner). at least 20% in-region long distance market share is targeted. 2) long
distance companies are offering wholesale long distance transport rates of
less than $002 per minute (vs. retail of $0.10. net of $0.06 access), 3) will
InItially target the residential and small/medium-sized business customers
which comprise over 70% of revenues and even more of profits, 4) once the
checklist IS ,net, the opportunity to offer long distance services through local
telco channels (e.g .. local bUSiness offices) and to loint market local, LD and
cellular through the LD sub will Significantly reduce customer acqUISition costs,
5) expect selective long distance facility construction where warranted by high
volume traffiC patterns between key city pairs (but don't expect RBOC buyouts
of LD networks) ancl 6) our margin assumption (EBITDA and. given low capex,
pre-tax) of 25-27~o on gross (of access) revenues appears very reasonable
given all three panelists' Indications that Incremental SG&A will amount to no
more than 20-30% of gross revenues

• NYNEX Chairman highlights the "new" NYNEX: Ivan Seidenberg. NYNEX's
(NYN; B-2-2-7. $50 3/4) Chairman and CEO. provided an overview of the
"new" NYNEX, highlighting the following 5 sources for growth going forward:
(1) line groW'th. stimulated by 2nd and 3rd residential line additions, would
continue at 1995's 3.4% rate or better which, though well below the industry
average line groW'th of 3 .. 9% In 1995. was NYNEX's best line growth In 7
quarters. in addition, like the other RBOCs, NYNEX will drive revenue per line
by increasing penetration In value added services. (2) ISDN groW'th: in 1995.
NYNEX doubled its ISDN subscribers and plans to continue this rapid growth
trend In 1996 and 1997. ISDN is now available in virtually all regions and
according to Mr Seidenberg. "there IS no limit to how much they can sell"
(3) Cellular: 8ell Atlantlc/NYNEX Mobile (BANM) continues to grow rapidly and
realize synergies from the Joint venture. (4) International investments: Dilution
from international Investment should begin to taper off in 1996 and 1997
contributing positively to year-aver-year trends and creating significant
shareholder value (e.g. NYNEX's $470 million investment in TelecomAsla IS
now worth over $1 billion) and (5) Long Distance: NYNEX plans to be ready to
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enter the long distance business in-region by Oct. 1996 with very little, if any,
dilution. Based on Mr. Seidenberg's presentation, we teel very comfortable
with NYNEX's ability to meet our 1996 and 1997 EPS estimates of $3.55 (8.2%
growth) and $3.85 (8.4% growth) respectively. In fact, we believe our estimates
are quite conservative.

• LCI's Thompson Reiterates Confidence In Co's Growth Outlook,
Confirms Our $0.84 EPS Estimate For '96: LCI International's (LCI; 0-3-2-9,
$21 1/2) Chairman and CEO, H. Brian Thompson, gave an upbeat
presentation emphasiZing five key growth drivers: 1) straight-forward, easily
understood products offering considerable value to customers, 2} a balanced
mix of business including business/residential and wholesale, 3) strong internal
growth, 4) emphasis on cost control, and 5) strong and well seasoned senior
management team inclUding numerous executives who helped propel MCI in
the 1980·s. Mr. Thompson also used his presentation to counter earlier
comments by RBOC executives that painted very aggressive plans for long
distance entry by reminding investors that ..... the devil is in the details"
concerning the implementation of recently passed Federal telecom legislation.
Lastly, Mr. Thompson confirmed that he was "comfortable" with our revenue
and earnings growth forecast for '96 (up 60% and 37%. respectively) which
equates to EPS of $0.84 vs. $0.61

• MFS' CEO reiterates expectation of EBITDA break-even by 4096,
highlights internet opportunities: MFS Communications (MSFT; 0-2-1-9,
$62 3/4) Chairman and CEO James Crowe's presentation reviewed his
company's strong strategic positioning via local loop facilities in the post
Federal telecom legislation environment. Mr. Crowe repeated his expectation
that the company will reach EBITOA break-even no later than year-end '96. In
addition, growth of internet-related revenue (approximately 25-30% of
incremental revenues in 4095) - primarily to internet service providers 
should continue to help drive the top line. Looking towards the future, Mr.
Crowe offered that telecom networks will begin to look more and more like
packet·based internet-like data networks than the voice-based, dedicated
circuit model of today's network. Mr. Crowe speculated that if this network
architecture transition is rapid, large LO companies may look to acquire MFS.
If the transition occurs more slowly, MFS should prosper as an independent
company given its strong strategic positioning. Lastly. contrary to earlier
forecasts by RBOC executives, Mr. Crowe predicted that internet telephony will
eventually become an important product, implying a significant market
opportunity to internet infrastructure suppliers like MFS.

• BeIiSouth CEO Designate reiterates strong growth story, ready to
compete with new entrants: BeliSouth's (BLS; B-2·2·7, $38 1/2) Vice
Chairman & COO and CEO Designate Duane Ackerman. like the other
RBOCs presenting yesterday, highlighted the company's strategies for growth
in the future - strong core business growth driven by RBOC leading line
growth and vertical services growth; growing wireless and international
contribution; ISDN, Internet, Video and other new services; and long distance
entry. BeliSouth believes it will have significant resale competition in its region
by early 1997 With facilities based competition to follow - leading to in-region
long distance entry by mid 1997. BeliSouth is targeting 20% share of the $7-8
billion (net of access) long distance market in-region within five years and
believes the ability to market long distance service through existing telco
business offices (after checklist is met) and using existing sales channels will
keep customer acquisition costs to well below the industry average.

BellSouth is preparing to offer a full bundle of services to customers in the
Southeast where it has best brand name recognition. Video trials are going
well and Bel1South ras detailed video deployment plans in its top 10 markets. It
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IS looking at numerous alternatives for a video offering including both wired
and wireless technologies. BeliSouth, with over 2.8 million domestic cellular
subscribers, was quick to offer cellular long distance as soon as the legislation
allowed and has been very successful so far - 85% of all new subscribers
chose BeliSouth as their long distance carrier. In summary, BellSouth IS

targeting consolidated revenue growth of 6-7% in 1996 and operating expense
growth of 5-6%. Like NYNEX, we are very comfortable BeliSouth will meet or
beat our 1996/1997 estimates of $2.45 and $2.67, respectively.

• GTE's Chairman highlights differences/advantages vis-a-vis RBOCs: The
Telecom Act of 1996 provides GTE (GTE; B-2-2-7, $44 1/8) with similar
opportunities as it does the RBOCs, except, as Chuck Lee, GTE's Chairman &
CEO, pointed out - GTE can start today. They have no checklist requirement,
no separate subsidiary requirement and no Joint marketing restrictions. In
short, GTE can offer a full bundle ot services today through existing local telco
sales, billing and customer service centers, and has already begun to offer
long distance service in Minnesota and Michigan. By June, 80% of GTE's
customers Will be offered local and long distance service by GTE. The trade-off
of course, is that like the RBOCs, GTE will experience competitive pressures
In the local market - however, GTE's less densely populated (1/3 of RBOCs)
suburban and rural markets make It less attractive to competitors. Like the
other RBOC speakers, Mr. Lee believes competitive losses in the local market
will be more than offset by long distance and new services gains. The bottom
line is that Mr. Lee reiterated GTE's target for 10% EPS growth for the
foreseeable" future and stated that he saw no risk of a dividend cut - GTE
has $9 billion+ in annual operating cash flow and positive free cash flow that
will allow GTE to pursue new opportunities without threat to the dividend.

• Panel on "What are the real preconditions tor RBOe entry"? While the 2
panel members (Don Reed of NYNEX and Ellen D'Amato of Sprint Long
Distance) disagreed strongly on how much real competition the FCC and
states might require for an RBOC to meet the facilities-based competition test,
they did seem to agree that local bundled resale discounts of 10-20% are likely
and that proof of facilities-based competition in one part of a state will qualify
that RBOC for long distance service throughout the state. In our view, low
resale discounts and a "statewide" approval concept are both very favorable to
the RBOC, and indicative of the asymmetric consequences of Congress'
simultaneous entry concept
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Appendix 3

Highlights Day 2:

Merrill Lynch Global Telecom Conference
(Previously published on March 21, 1996)

• AT&T's Nacchio Blasts The "Bell" View Of The Upcoming Bundled,
Branded Battle: Joe Nacchio kicked off day two of the Merrill Lynch Global
Teleoom Conference. He is AT&T's (T; $61 3/4; A-3-2-7) Executive VP of
Consumer and Small Business market, the market segment the RBOCs and
GTE plan to target first when they enter long distance. According to day one's
presentations by 4 RBOCs and GTE, they anticipate taking 20% market share
In 5 years. Mr. Nacchio believes the new entrant could indeed take 20% share
of its targeted long distance market because they have nearly 100% share in
the local market, have strong brand names In-region and can leverage off
eXisting distribution channels like Yellow Pages - but, he said the 20% share"
won't be from AT& T." Mr Nacchio estimates the RBOCs addressable market
IS smaller than they think ($15·20 billion vs. the total $70 billion US long
distance market). He believes that AT&T's strong brand name, national
presence and competitive experience will give it the strategic advantage it
needs to defend 11S current long distance market share and eventually take
share from the RBOCs In the local market. In fact, he believes that the
elimination of the local monopoly will lead to an almost immediate flight (about
20% of customers,1 from the old monopoly provider to new local market
entrants. He used California as an example He estimates AT&T has taken
10-15% of the intraLATA toll market (Without dialing parity) in one-year, but we
note that PacTel estimates they have only lost about 6% share to new
competitors In thal time-frame He did not, however, refute the $0.02/minute
(or less) wholesale rate the RBOCs stated they are negotiating for long
distance transport from the IXCs (an 80% discount off retail). But, he argued
that the local resa,e rates should eventually move to a 45-50% discount from
retail rates, compared to the 10-20% stated during RBOes and GTE's
presentations on day one. Mr. Nacchio's conclusions: (1) RBOC entry will be
slower than the RBOCs have Indicated, (2) rational long distance pricing will
prevail, (3) local resale discounts will be around 45-50%, and (4) there will be
facilities based allernatlves for local entry (e.g., cable companies, existing
CAPs, wireless. 'lew builds:

Incidentally, AT&T distributed its new 1995 Annual Report at our conference
and we note the following excerpt from page 25 "In addition, regardless of
prOVISIons for facilities-based local exchange competition, the simultaneous
entrance of seven RBOC competitors for interexchange services is likely to
adversely affect ,0.1&T's long distance revenues and could adversely affect
earnings ....Simllarly. the impact of AT&T's entrance into local services cannot
reasonably be predicted... vanous factors, including start-up costs associated
with entering new markets. local conditions and obstacles and the final form
of implementing rules and regulations, could adversely affect future revenues
and earnings"

• Panel Discussion - Strategies For Entering The Local Telephone
Market: Resale vs. Facilities-Based: The three panel members (Ronald
Spears from Citizen Utilities(CZNAlCZNB; $11; C-3-3-9), Robert Atkinson from
Teleport Communications Group (TCG) and Ronald Gavillet from US Network)
all expressed differing levels of interest in pursuing local resale as local service
strategy. Unlike his fellow panel members. Mr. Gavillet spoke glowingly of
resale as a viable long term local strategy while highlighting US Network's
resale agreement with Ameritech for the Chicago market that affords average
discounts (across all product lines and includes the impact from term and
volume discounts) In the 20% range but did allow that tight expense control
(back office and SG&A) and product mix will be the key determinant of
profitability. Mr Atkinson from TCG (a leading facilities-based local
competitor! championed the view that a pure local resale strategy would "only
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provide the illusion of competition" while leaving the bottleneck (i.e., the "link"
connecting the incumbent local provider's switch and the end user) intact and
thus put In a strong vote In favor of narrow enough resale discounts so that
construction of alternate facilities are encouraged. Mr. Spears firmly staked
out the middle ground between his fellow panelists by highlighting Citizens'
three prong local strategy aimed at the provision of bundled services In
second/third tier markets that includes a combination of local resale (currently
in four Centrex resale deals), construction of local facilities as well as the
pursuit of alliances with cable TV companies

• Frontier Reiterates Strong Growth Story: Ron Bittner, Frontier's (FRO; $30
1/4; C-2-2-7) Chairman and CEO reviewed the company's strong outlook for
growth (via a three prong strategy of revenue growth, operational excellence
and the reliance on strong information systems) as well as updating the
audience on a number of Issues: 1) he reiterated the slightly cautionary note
raised on the 4095 conference call that 1096 merger synergies were
developing somewhat slower than onglnally expected althougll the $40 million
in targeted synergies for full year '96 was still a reasonable expectation, 2) in
Rochester, NYPUC-mandated talks with AT&T continue regarding an
attempted negotiated settlement (a combination of higher wholesale discounts
- currently mandated at 5% - with AT&T making term and volume
commitments). and 3) discussed possible interest In "partnering" for the
construction of local (switches, not fiber networks) and long distance facilities
in order to improve the economics of local resale as well as its base long
distance bUSiness. Lastly, Mr. Bittner confirmed that he was "comfortable"
with our EPS forecasts of $'.73 for '96 and $2.03 for '97 (up 28% and 17%"
respectively) .

• Mel Echos AT&T's Sentiment Regarding Prospects For RBOC Entry:
Doug Maine, MCl's (MCIC; $30; B-3-2-7) Executive VP and CFO, mirrored Joe
Nacchio's thoughts regarding ItS ability to retain long distance customers and
gain share in the local market leveraging off its national brand and customer
service capabilities. He focused on MCl's experience as the newcomer in the
long distance market 20 years ago and ItS success in tackling the big, powerful
monopoly, AT&T (MCI has gained over 20% market share since the breakup
ot AT&T). According to Mr. Maine, MCI has developed a highly "tuned
marketing machine" that has the ability to challenge and win share from the
RBOCs in the local market. He spoke With high regard for Mel's experienced
and results driven salesforce - a valuable tool for the upcoming battle for
share In an even more competitive telecom environment. MCI's salesforce IS

10,000 people strong and talks to over 12 million prospects per month. In the
past decade, MCI has spent over $2 billion on advertising and in 1995, 30% of
its 20 million customers signed up for new services from MCI that didn't even
exist in 1994. He also emphasized the quality of MCI network, which in 1995
had half as many outages as AT&T (note: MCI has 1/3 of the traffic).

Mr. Maine believes that entering the local market is "really quite easy" - MCI
plans to enter in 3 ways: (1) Resale will come first, but will be the least utilized
means In the long run; (2) Total by-pass of the existing local network will occur
over time as alternative facilities are funded and built; and (3) A hybrid
solution will be most common once the RBOCs unbundle their networks - i.e.
MCI will build transport and switching facilities to a certain point and resell "the
last mile" over incumbent local exchange carriers' networks. In response to
questions, Mr. Maine expressed the serious possibility that MCI could enter
joint ventures/alliances With a competitive access provider and/or AT&T to
build alternative local networks
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According to Mr. Maine, MCI will have revenues in excess of $18 billion in
1996. Of the industry growth between 1990-1995, MCI captured 40%. MCI is
targeting $30 billion in revenues for the year 2000, which computes to a CAGR
of 12.5% and includes an estimated 20% share in the local market. Mel's
local market effort will focus on the business segment which is a concentrated
market that accounts for 65% of local profits.

n conclusion, the debate and uncertainty regarding the outcome of long distance
antry by the RBOCs and local entry by the long distance carriers continues.
Based on the presentations given during the first two days ot our conference, the
8BOCs/GTE believe they will take 20-30% share of the long distance market In
-egion, AT&T and MCI beheve they will take 30% and 20% respectively, or 50%
:ollectively of the local market - the latter, in our views, indicative of the
ncompatible and unrealistic objectives of the various industry players. In
::ontrast, we believe our assumptions, presented in prior reports, are both
:ompatible and realistic: over the next 10 years, the long distance and local
telephone industries will likely exchange 20-30% share, with long distance
experiencing much higher cost-at-goods sold, higher capex and lower sales and
support costs (as percent of local revenues gained) and the RBOC, experiencing
the extreme opposite: minuscule capital, huge discounts on leased LD capacity.
higher sales/support costs and, If necessary, far more fat (excess cost) to cut.
/)ne thing they (and we) all agreed on: the consumer will win and In order to
succeed, carriers will need to provide a bundle of services that includes local,
long distance. wireless, entertainment and information services, with exceptional
customer care and network quality, a single bill and an attractive price. One thing
we conclude: the collective targeted share gains and losses of the various
ndustry participants are incompatible,
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Appendix 4
Investment Highlights:

Discussion:

Bell Atlantic: Raising '97E by $0.25 For Merger Synergies
( 'revlously published on April 23. 1996)

• Merger announcement from BEUNYN should be accretive to EPS in the first
year after closing (expected m about 12 months). We are raising our 1997
estimate from $4.70 to $4.95 to reflect merger synergies and our 5 year EPS
growth forecast by 200 b.p from 10% to 12%.

Yesterday's merger announcement from Bell Atlantic and NYNEX included
indications that the deal would be accretive to EPS in the first year after closing
(expected in about 12 months) and that synergies would result in $300 million
In annual expense savmgs within a year from closing, growing to annual
savings of $600 million by the third year.

Merging our models for the two companies results in an estimated 1997 net
Income of $3.75 billion which translates to $3.68 per "New Bell Atlantic" share
(I.e., Bell Atlantic and NYNEX combmed) which, in turn, translates to $4.79 per
old Bell Atlantic share. This compares to our prior "Old BEL" EPS estimate for
1997 of $4.70. We have converted New Bell Atlantic EPS to old by converting
each old Bell Atlantic share Into 1302 shares of New Bell Atlantic.

Merger synergies, i.e., up to $300 million in pretax cost savings within a year of
closing, translates to additional earnings impacts. $300 million of savings
translates to an after-tax EPS impact of $0.25 per old BEL share; however, we
are assuming only two-thirds of the savings occur in calendar year 1997 and
thus we are adding a further $0.16 to our EPS estimate, vs the prior ranges of
"the upper end of the 7-10%". Accordingly, we have raised our 5-year EPS
growth rate forecast by 200 basis pOInts from an already above-consensus
10% to 12%.

Our new 1997 estimate IS driven by cost savings only. The company is
targeting an additional boost on the revenue side which is not factored into our
revised estimate.

Beyond 1997, additional cost savings are expected - an additional $150
million in 1998 and then another $150 million in 1999, accumulating to annual
cost savmgs of $600 million by the third year following closing. Annual capital
expenditure savings of $250-300 million are also expected.

. One-time transition and integration charges of $500 million are expected in the
first year following closing with another $200-400 million expected over the two
succeeding years.
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Appendix 5
Investment Highlights

Discussion

Pacific Telesis: Nice Surprisel No Dividend Cut for Now
(Previously published on March 26. 1996)

• Contrary to widespread expectations of a dividend cut. PacTel announced after
the close on Friday, March 22 that its Board had decided to maintain its
quarterly dividend of $0.545. We believe PAC shares as well as all RBOC and
GTE shares will rally. The bearishness that has worked into PAC shares over
the past month or so has been overdone, in our view, as has the RBOC/GTE
group's "guilt-by-association". PAC's problems are unique and, while often
attributed mainly to competition and tough regulators, are primarily due to the
heavy PCS capex obligation & dilution (which the others do not have). No
change to estimates or rating (B-2-2-8). Concerns of future dividend cut likely
to overhang. however.

1 While the Board did not cut its dividend, it did indicate that it "will
continue to evaluate the dividend in light of changing industry, regulatory
and competitive developments. The company continues to assess
opportunities to invest In new markets which could create growth and strong
financial returns for Its shareholders over time."

2 We read thiS statement as suggesting that the Board recognizes that
upcoming regulatory deCISions such as the CPUC's decisions on universal
service (set for August 1996) and unbundled rate elements (year-end 1996)
will impact the outlook for Pacific Bell. We also read this statement as
Indicative of the hopes the Board has for financial upside from long distance
entry if the FCC moves expeditiously to implement the new Federal telecom
law.

3. Our conclusions: Our thinking is the Board has taken note of several
positive trends.

(a) PCS buildout, the primary cause of the cash crunch, is progressing
steadily and so far on budget

(b) PAC's dividend payout ratio IS high as a percent of EPS (87% in 1996,
93% in 19971 but quite comfortable as a percent of cash flow (around
30%).

(c) 1997's and 1998's capital budgets will decline to $2.2 billion and $2.4-2.5
billion, respectively, significant declines form this year's $2.8 billion.

(d) Despite Intense competition from AT&T, Mel and Sprint for intra-LATA
toll since January 1, 1995, PacTel has only lost 6% share since that date
and indeed that number has held steady for at least 9 months.

(e) 1996 is off to a strong start with January and February line and minute
growth rates exceeding fourth quarter 1995's 3% and 10.5%, respectively
and toll share loss still stabilized at 6% (i.e., no incremental share loss).
In this light. our 1996 EPS estimate of $2.50 appears solid at this time
although our 1997 estimate of $2.35 could be as much as $0.05 high if
the PCS buildout and associated dilution remains on schedule. We
believe 1997 will be the bottom in EPS and growth into 1998 could be in
the 4-6% range given the turnaround from the PCS dilution and full work
through of the January 1. 1995 rate rebalancing and the associated
overestimated elasticity assumption.

(f) The CPUC's recent decision to set interim bundled resale rates at 10
17% below retail rates was not terrible (in our view, at least) since it
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allows PAC to recover 83·90% of lost local market share until
competitors install their own switches and transport capabilities.

Despite the positive trends summarized above, it is likely concerns of a
dividend cut will continue to overhang PAC shares as we approach each
Board meeting - though we expect the fears to be lighter than this time since the
March meeting is explicitly a "dividend policy" meeting and also since few, if any,
rnaterial regulatory or competitive developments are likely to occur in the next 4-5
r !onths. The universal service decision, expected next August, and the
L 1bundled rate decision expected in December, could lead the Board to take up
cwidend policy again. At some POint. it's possible the Board could make a
statement that the dividend is no longer at risk though we would not expect
tnis until it is clear fair decisions are forthcoming from the CPUC (perhaps
rniddle 1997) or upon FCC approval to enter in-region long distance (say
I,de 1997 or early 1998).

( 'ur estimates remain unchanged and our rating remains Accumulate (S-2-2-8),
t 'e income rating of Same/Lower (8) indicating the risk of a dividend cut.

Table 1

RBOCs & GTE
1996E Dividend Payout Ratios

CI.mnt lllt1E ll11E Plyout ,HIE CF Plyout IlIIIE OCF PlIYout
QI!!llI!!lI ~ m BIlI2 ~ BIb ~ ~

Amtri\ect1 2.12 12 3.75 56.5% 782 27.1% 10.37 20.4%

BeU Atlantic 2.80 84 425 67.0% 1022 28.0% 13.07 21.9%

C
BeISoutl 1.44 48 2.45 60.4% 611 24.2% 8.43 17.6%

NYNEX 2.36 36 3.55 66.5% 955 24.7'Y. 12.81 18.4%

PacTel 2.18 18 2.50 87.2% 705 30.9% 9.55 22.8%

sec 1.65 72 3.42 50.3% 7.20 23.9% 9.59 17.9%

JSWEST 2.14 14 2.45 873% 701 30.5% 9.46 22.6%

3TE 188 88 2.87 65.5% 6.58 28.6% 9.84 19.1%

Average 676% 27.1% 20.2%

CF '" Net Income + Depreciation
OCF .. Operating Cash Flow

.."
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Appendix 6

Investment Highlights

Discussion

Pacific Telesis: CPUC Sets Good Resale Rates; Dividend
Risk Analyzed
(Previously published on March 14, 1996)

• As expected (and Implementing last year's decision to open local telephone
service to competition), yesterday the CPUC voted 3-2 to require PAC and
GTE to offer 7-17% discounts for bundled local service-a decision that should
offer relief to investors concerned about the competitive threats to the RBOCs
from the entry of well-branded resellers (e.g., AT&T, MCI, etc.). This is
because PacTel and GTE will be able to recover 83-90% of retail revenues lost
to facilities-less resellers- a sharp contrast to the predicament of long
distance companies that, to the extent RBOCs gain LD revenue share, will
recover only 15·20% (1.5- 2.0 cents/min) of the roughly 10 cents currently
collected at retail (net of access).

1. Our rating on Pac shares remains B-2-2-8, the "8" indicating the risk of
a dividend cut which we consider a 30-40'% chance. PAC's Board will
discuss diVidend POliCY, as It does every March, at its March 22 meeting and
could decide to continue to pay the $0.545 quarterly dividend (60-70%
probability) or It could cut the dividend by, we suspect, 33%. Such a cut would
save $300M in cash annually and would, over 3 years, supply the nearly $1
billion needed to complete the PCS buildout. The risk of a dividend cut IS real
because of: a) Its very high payout ratio (87% on 1996 and 93% on 1997 EPS
estimates) versus average RBOC payout of 67%; (b) its $1.5 billion capital
spend on PCS to replace Its spun-off cellular properties versus zero to $200M
for other RBOCs, (c) Its net cash flow covers only 81 % of its capex and
diVidends versus 114% for the average RBOC.

2. Resale rate decision, though interim and only for "bundled" resale, was
far better than the 20030% we have been assuming nationwide and the 25
35% sought by the long distance carriers (they once sought 50%) and is
probably indicative of the California Public Utility Commission's (CPUC)
recognition of 3 things:

a) The negative Impacts already incurred by PAC from intra-LATA toll
competition (which began 1/95) (note: PAC lost an incremental 5 toll
share points In first quarter 1995, then only one additional point in the
subsequent 3 quarters- suggesting to us, at least, that the toll
competitive risk has been overplayed by investors);

b) The extremely low- below cost - rates in California for basic local
service ($11.50/monthl.

c) The above average (versus other RBOCs) competitive risk faced in local
service and Intra-LATA toll by PAC given the attractive size and
demographics of the California market. the CPUC's accelerated move to
allow new entrants, and PAC's uniquely high risk in intra-LATA toll given
the very high 60-70% spread between toll retail rates and intra-state
access rates- the latter providing toll competitors such as AT&T, Mel
etc. an unusually attractive arbitrage opportunity that is not replicated in
other parts of the country. And, besides. PAC's share losses since intra
LATA toll competition was legalized 1/95 have been surprisingly (to us)
small at just 6%. (Incidentally, we expect such share losses to triple or
more once dialing parity and presubscription for toll services are
introduced. However, the new Telecom Act delays this until PAC IS
authorized by the I=CC to provide long distance service to its in-region
customers).
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What happens if Pacific Telesis cuts the dividend? At a current yield of
8.0% (one of, if not the highest yields, in the S&P 500), we believe the market
has largely assumed PAC will cut its dividend. If we assume the Board does
Indeed cut the dividend on March 22 (an event we give a 30-40% probability)
by an estimated 33% from $2.18 to $1.45, the new 1997 estimated payout
ratio based on our 1997 EPS estimate of $2.35 would drop to a quite
reasonable 62% from close to 93% currently. An average RBOC dividend
yield of 4.5-4.8% would translate, following a dividend cut, into a share pnce
of $30-32 or 12-20% above PAC's current price. On the other hand, if the
Board decides not to cut the dividend on March 22, we expect the stock will
recover slightly in the short-term but the possibility of a dividend cut at a later
date will likely continue to weigh on PAC shares. Even with this overhang, we
calculate an intermediate term pnce objective of $29-30 (7.3-7.5% yield) or
10-12% upside.

4 Details on the CPUC's bundled resale decision: Bundled resale rates are
established as retail rates less avoided costs. For residential lines, PAC must
offer bundled resellers basic local service at 10% below retail and Intra-LATA
toll at 17% below retail; however, zero discount will be required for private
lines, ISDN, Centrex and special features such as voice mail, caller 10, etc.
For business lines, the required discounts are 17% for both toll and basic
service. To take advantage of these rates, resellers will have to buy the full
bundle of monthly local service, toll usage, and all features from PacTe!.
These tariffs do not allow a local competitor to selectively bypass some of
PAC's local services (resellers must buy the full bundle) and, as such,
competitors are not able take advantage of the huge cream-skimming
opportunities created by the cross-subsides embodied in today's unbalanced
rate structures

5 With such a high cost of goods sold, bundled resellers will not make
big profits nor will big capital investments be reqUired: Obviously, this
doesn't leave resellers with a lot of room for profit since sales commissions,
marketing, billing and customer service costs and price discounts have to be
absorbed by the 10 and 17 percentage points of available margin. Low
margins in return for low capital Investment - that seems to be the rule of
the bundled resale game tor local resellers lacking buying power. This is the
exact opposite of RBOCs reselling long distance, where wholesale discounts
are being set by a competitive. not regulatory, process and where the RBOCs
Will be able to bargain with at least 4 suppliers of long distance transport
services for discounts In the range of 80-85% off retail. when measured net of
access charges.

6 Unbundled resale rates by next year but "cost plus" rates will
compensate for unbalanced rate structures: By next January, however.
the CPUC intends to set UNBUNDLED resale tariffs (i.e., separate wholesale
prices for each element and feature of local service) and then partially
facilities-based resellers will be able to self-supply the low-cost, high priced
services (e.g., vOice mail, switching, toll and access usage) and simply rent
the most capital Intensive and difficult-to-replicate part of the local network
(the last mile from central office to the end user). However, this is not an easy
profit take-away either because the new Federal legislation requires state
regulators to set those rates at "cost plus a reasonable profit" - meaning the
wholesale rental rate paid for that last mile will be set higher, perhaps
significantly higher, than current cross-subsidized retail rates and,
consequently, the opportunity for unbundled resellers to cream-skim is
mitigated

7 Where the money is: full service, fully - facilities-based local
competitors: Facilities-based local competitors, on the other hand, will self
supply all elements of the local network and thus will be able to totally bypass
the local incumbent's network, thereby earning high returns on their high up
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Conclusion:

front investments, offering the most significant competitive threat to the
RBOCs - albeit a phased build-out and thus gradual process of revenue and
share take-away. Resellers such as AT&T, in contrast. may take lots of
revenue share but find themselves paying 70-80% (83-90% in California) of it
back to the incumbent RBOC in the form of mandated wholesale rates.

• For each dollar of revenue share exchanged, long distance companies will
lose 80-85 cents due to the huge spread between retail and wholesale rates
(1.5-2 versus 10 cents) for long distance transmission and switching.
Conversely, incumbent local telcos will lose, e.g., in Califomia, only 10-17
cents for each dollar of share lost- translating into a narrow 10-17% gross
margin and likely 3-10% operating margin for resellers of bundled local
services. Our conclusion IS the biggest long distance carriers will either suffer
from the asymmetric economics of resale or they will embark on a capital
Intensive, time-intensive, dilutive (versus current EPS growth expectations),
facilities-based entry into the local market. Either way, EPS disappoints and
the value of MFS (MFST, $61, D-2-1-9) grows as the latter's already·in·the
ground assets servl'! as a shortcut to that end.
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SSC Communications: Raising 1997 Estimate on Strong
PAC Earnings
(Pr,Wiously published on Aprrl 25, 1996)

• Ne recently raised our 1997 EPS estimates for SSC (post PacTel merger)
rom $3.60 to $3.70 following stronger than expected PacTel first quarter
~arnlngs. We continue to rate SSC intermediate-term Accumulate and long
erm Suy (S-2-1-7).

Following SSC's first quarter results we raised our 1996 estimate by $0.03 to
$3.45, but left our 1997 combined SSC/PacTel estimate unchanged while
awaiting PacTel's first quarter results On April 18 PacTel reported a very
strong first quarter and we raised our 1996 and 1997 estimates for PAC by
$0.15 each (see PAC comment dated April 19).

2. Subsequently, we raised our 1997 estimate for SSC (post merger) by $0.10
from $3.60 to $3.70. We now expect only 2.5% dilution as a result of the
merger versus our prior estimate of 5%.

3 We continue tc rate SBC Intermediate-term Accumulate and long-term Buy
(B-2-1-7) Given the strengt!" of recent RSOC first quarter earnings reports
(including PacTel's and SBC';I and the synergies available in the PAC/SSC
merger, we do 'lot rule out the possibility that the merger turns out to be non·
dilutlve to SBC and that our 1997 estimate for SBC of $3.80 pre merger is
met or exceeded on a Ylergec basis.
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Appendix 8

Investment Highlights:

Discussion

SSC Communications: PAC Merger Positive for all
RSOCs, 5% Dilution to SSC
(Previously published on Apnl2, 1996)

• SSC and PAC have announced a definite agreement to merge. Expect closing
early 1997 and 5% dilution to SSC in 1997 but accelerated growth beyond.
We believe mergers create synergies and stronger long distance position,
thereby enabling all Involved to do well for shareholders. Lowering 1997
estimate for SSC from $3.80 to $3.60 and maintaining B-2-1-7 rating for SBC
and B-R-,2-8 for PAC Expect additional value-creating merger activity within
2nd tier 10hgdistance and among other RBCCs.

1. Mergers are positive and driven by regulatory and federal law changes.
As we have anticipated for over a year, the RBOC merger process has begun
but with unexpected, 'lon-contiguous players, PacTel (PAC, $33 5/8, B-2-2-8)
and SBC We view the Apnl 1 announcement of a definitive merger
agreement between these two companies as positive for both. This is
because (a) merger synergies, which we estimate at $1 billion over 5 years, in
SSC's 5-state terrttory should flow to net Income and to shareholders under
SSC's 100% price cap regulatory environment and (b) the merged company's
cost and effectiveness of entry Into long distance should benefit from an
enlarged In-regIon footprmt. above-average exposure to high profit/mmute
mternational traffic and significant cost sharing - the latter to include billing,
customer service, product development. back office, telemarketing, etc

2. SSC is paying 32% premium but it is really only 16% after accounting for
PAC's dividend cut. SSC IS In effect acquiring PacTel as SSC shareholders
will own two-thirds and PAC shares one-third of the company. Each PAC
share will be exchanged for 0.733 SSC shares - which means at 4/1 closing
prices, SBC is paying $36.56 for each PAC share, equivalent to a 32%
premium to PAC's prior day closing price but only a 3.7% premium to PAC's
52-week high. However, the announcement also included a 42% or
$O.92/share diVidend reduction at PacTel which we estimate transfers roughly
$4 per PAC share of present value from PAC to SSC shareholders - meaning
the transaction value is closer to the $32-33 range, a 16% premium to PAC's
prior close. (Our math is as follows: The dividend cut results in a $400 million
annual cash savIngs to the merged company of which SSC shareholders
should capture two-thirds and PAC holders one-third. Discounting that
perpetuity at 12% yields about $4/PAC share of value transfer from PAC
holders to SSC holders)

3. Expected closing first quarter 1997, one sticky issue at CPUC. We expect
the merger to close In early 1997 after reviews by 7 state regulatory agencies,
the FCC and the Department of Justice (the latter for antitrust issues which we
do not expect to be roadblocks). Since the deal is a definitive agreement, not
a letter of intent or memorandum of understanding, it seems to be on solid
ground, We also note no collar has been set - meaning PAC shareholders
will get 0.733 SBC shares for each PAC share regardless of SBC's trading
price. The only regulatory roadblock of potential significance we can envision
is that CalifornIa law requires merging utilities to pass 50% of any merger cost
efficiencies to consumers. However. this is less of an issue than may appear
for two reasons First. PacTel already operates under a rate-ot-return
incentive sharing regulatory formula that requires earnings between 11.5-15%
ROI to be shared 50'% and above 15% ROI to be shared 30% with consumers
Second, with PAC already far down the road of process re-engineering and
cost reduction, we expect most of the merger synergies to be evidenced in
SBC's 5-states (i.e., outside California) and also through more cost-efficient
and larger scale startups of new businesses (such as long distance. PCS.
internet etc.) With the bulk of these startup efforts to be based in California
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and the companies promising California 1000 more jobs as a result of il1e
merger, at this point It IS hard to imagine a CPUC commissioner voting aga,nst
the merger. Nevertheless, we have to caution that nothing is predictable in the
regulatory world, especially California's.

4. 5% dilution for sec but enhanced growth rate. Given the premium SSC is
paying and PAC's heavy PCS development costs in 1997, sse is expected to
Incur EPS dilution In the first two years (1997 and 1998). Since the deal is
unlikely to be approved before 1997, we are leaving our 1996 EPS estimates
for both SSC and PAC unchanged at $3.42 and $2.50, respectively. For 1997,
however. we have lowered our EPS estimate 5% from $3.80 to $3.60. From
that 1997 base, we expect the merged company to resume SSC's double-digit
(10-11% over past 4 years) EPS growth curve as PAC's PCS dilution begins to
subside. cost savings especially In SSC's territory begin to develop and PAC's
marketing of vertical services (Caller 10, voice mail) and internet, long distance
and PCS begin to benefit from SSC's experience with Cellular One. Our
estimate for 1998 EPS is $4.00-4.10 (up 11-14%) and $4.60 for 1999 (up 12
15%). SSC management have Indicated that by 1999 the merger benefits
should be sufficient to offset the dilution and to bring EPS back up the level
they would have attained without the merger - which is $4.60 by our estimate
for SSC stand-alone

5. We continue to recommend SSC shares with a 2-1 rating and PAC shares
with a 2-2 rating. With SSC shares down 5% on the day of announcement,
we believe the 5% dilution to be incurred in 1997 is now adequately reflected in
SSC's valuation. Nevertheless, with arbitrage pressures likely to linger for
awhile, we suspect SSC shares will linger as well.

6. Expect outperformance from RBOC/GTE group. We expect the
R80C/GTE group to outperform the market over the next 12 months given its
12% PIE discount to the market yet above market EPS growth (10%), yield at
twice the market's (4.9% vs 2.3%) and more defensiveness than the market.
At an average 10% premium to the market's PIE, the RSOCs and GTE as a
group appear to have 20% price appreciation potential.

7. Mergers create value so expect additional consolidation. Candidates are
FRO AND USW, among others. We continue to view both the long distance
and local telephone Industries as likely to experience "within-segment"
mergers. In long distance, we believe the process of Worldcom (WCOM; $45
7/8; D-3-2-9) absorbing smaller players will continue with Frontier (FRO,
$31.25, C-2-2-7) as the best value and LCI (LCI, $25 1/8, D-3-2-9) also a
candidate, though pricier. Our sum-of-the-parts takeout value for Frontier is
$40-41. Among the R80Cs and GTE, almost anything is possible as
eVidenced by the S8C/PAC non-contiguous merger. However, we would focus
our attention on the smallest companies in terms of market cap - for
example, US West Communications (USW, $33 5/8, 8-2-2-7) though
acquisition of the latter would require some sort of roll-up and then spin-off of
the US West Media Group tracking stock (UMG, $203/8). Incidentally,
geographically, USW Sits right In between PAC and SSC and thus down the
road seems a log cal candidate for further footprint extension.
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SSC Communications: Mfg. Confirms Growth, LD OPT
and Price Cap Kicker
(PrevIously published on March 14, 1996)

SSC's analyst meeting, held March 12, confirmed our view that the company WI!

continue to deliver 10-11 % EPS and 4-6% dividend growth for the next 5 yrs.; thE
long distance opportunity is large ($5.7S), with high incremental margins (20
25%), low capex ($100-200M) and extremely low COGS. Indeed, SSC believe~

Its COGS (i.e., wholesale long distance transport) will be below 1.5 cents/mins
far below current retail long distance rate of $0.10/min. and below our prior 2-3
cent estlmate

'

The following summarizes key Items we learned at SSC's meeting:

1. EPS Forecast and Growth: Our estimates and 11% 5-year EPS growth
forecast remain reasonable.

2. Dividend Growth: Management continues to target a 40·45% payout ratio
(versus 48% today) by 2000, Implying 4.2%-6.5% annual growth. Another
dividend Increase IS expected to be announced March 29. Accelerated stock
buybacks are seen as an additional way to share the company's excess free
cash flow With shareholders.

3. long Distance Opportunity Is High Return And low Risk: SSC's long
distance subsidiary expects to obtain: (a) FCC approval to offer long distance
to in-region customers within 12-18 months; (b) 20-30% market share (of
revenues and minutes) of a $5.78 market (excludes inra-LATA toll, includes
access), over the next 5-10 years; (c) at incremental operating cash flow,
operating income and pretax margins of 20-25% (remember little capex
required and thus little depreciation an,d interest costs); and (d) pay long
distance carriers a Jeep/y-discounted wholesale rate for long distance
transport of less than 1.5 cents/minute (our prior estimates have been 2-3
cents and were once as high as 4 cents), which is an 80-85% discount from
current $0.10 retarl rates net of access (i.e., $0.16 gross retail less $0.06 for
access equals $0.10 net retail). Total investment required will be $100·200M,
Including both capitalized plant and expensed systems support. First 2 years
or so will be dilutive but these costs are already factored into the "double digit"
EPS growth forecast suggested by the company. Note also management
mdicated their margm plans (20-25%) were derived assuming no synergy
between SSC's long distance subsidiary and its local SUbsidiary. The Telecom
Act's separate subsidiary rule (which requires the long distance subsidiary to
buy services from the telco at arms length prices), combined with SSC's beIng
100% price c;aps means additional margin will be gained on a consolidated
basis. As such, we believe SSC's long distance margin goals are conservative
and, even so, imply very substantial returns on capital and low risks given the
minimal capital reqUIrements outlined above.

4. SSC is not interested In bUying a long distance company. However, some sort
of partnering or selective outsourcing of long distance marketing activities to
LCI, for example. IS a possibility.

5. S8C's in-region competitive risk IS low, given very low density versus its out-of
region Cellular One properties (145 people per square mile versus 350-450).
Widespread flat-rate pricing plans also minimizes opportunities for new
entrants to siphon off over-priced usage charges.

6. SSC is already oHering long distance service to its cellular customers and, in
the SaltimorelWashfngton area for example, 91% of its new cellular
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SJbscribers signed up last week requested Cellular One (i.e., SBC) long
clstance service over AT&T, MCI, Sprint, etc.

7. (onsolidated capex will remain at current levels ($2.3B/year) for the
f lreseeable future

8. ~urveys of SBC customers show 71% want to buy multiple service packages
i~.g., local plus wireless plus long distance), of which 55% say they would
'"loose SBC, 25'% AT&T and 10% others

9. \ 'Ihether or not Pacific TelesIs (PAC, S-2-2-8, $27 1/8) lowers its dividend at its
Dcoming March 22 Soard meeting, we do not believe that SBC should be
onsidered "guilty-by-association" for numerous reasons: (a) PAC, unique
mong the RBOCs, is spending $1.5 S on PCS to replace its spun-off cellular
roperties; (b) SBC's payout ratio is low at 48% (versus PAC's 87% on 1996

ind 93% on 1997 EPS estimates.); (C) SSC is funding 137% of its capex and
Ividends versus PAC's 81%; (d) SSC's EPS growth has been and should
ontinue at 10-11 %, versus PAC down 10% in 1995, flat in 1996 and likely
lawn 6% or more in 1997.

10. =ederal legislation, In the view of SSC's legal and regulatory experts, allows
~SOCs to offer long distance service to an entire state once it has passed the
,terconnection checklist, public interest test and proven the existence
.omewhere in that state of an interconnected, predominantly facilities-based
arrier offering local service to business and residential customers. This
Iberal "state-wide" interpretation appears plausible to our legal advisers as well
.- at feast as to Congressional intent. FCC behavior is another matter,
lowever.

Copyright 1995 Merrill Lynch, Pierce, Fenner & Smith Incorporated (MLPF&S). Approved for
publication in the United Kingdom by Merrill Lynch, Pierce, Fenner & Smith Limited, an affiliated
company and member of the Securities and Futures Authority limited. The information herein was
obtained from various sources; we do not guarantee its accuracy. Additional information available.

Neither the information nor any opinion expressed constitutes an offer to buy or sell any securities or
optlons or futures contracts. MLPF&S may trade for its own account as odd-lot dealer, mar1<et maker,
blc-ck positioner and/or arbitrageur in any securities or options of this issuer(s). MLPF&S, its affiliates,
dir9Ctors, officers, employees and employee benefit programs may have a long or short position in
an / securities or options ot this issuer(s)

Foreign-eurrency-denominated securities are subject to fluctuations in exchange rates that could
halle a positive or adverse effect on an Investor's return upon the conversion into local currency of
dividends or interest received. or proceeds from the sale ot such securities. In addition, investors in
seGurities such as ADRs, whose values are influenced by foreign currencies, effectively assume
curency risk.

Ip. MlPF&S was a manager of the most recent public offering of securities of this company within
th·, last three years.

Iq The shares of the company are traded over-the-counter. Retail sales andIor distribution of this
reoort may be made only in states where these securities are exempt from registration or have been
qlallfied for sale. MlPF&S usually makes a mar1<et in the shares of this company.
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!;:irst Quarter Review: Strong EPS Growth For All;
,hare Gains For All But AT&T - Value Highlighted At
~T&T & Frontier

.. We are cautious about most long distance (LD) stocks for two reasons:
(1) Near-term, AT&T is beginning to market more aggressively which could
dampen MCI's and Sprint's momentum; and (2) Longer term (beginning in
1 1/2 or 2 years), the RBOCs will likely gain FCC approval to offer LD to in
region customers. With low capex required, many willing suppliers of LD
capacity at steeply discounted wholesale rates, and established brands and
customer bases, RBOC entry will bring a period of PIE multiple contraction
among long distance network suppliers.

il On the positive side, telecom legislation will accelerate local competition as
the LD quid pro quo will entice the RBOCs to facilitate local inter-connection
and unbundling. This will benefit the CLECs (competitive local exchange
carriers) such as MFS (0-2-1-9) and also the long distance carriers in the
form of lower access costs and potential local market entry.

• Unfortunately, these benefits will take much time and capital and, in the
meantime, the LD carriers will sell LD capacity to the RBDCs at far steeper
discounts (80% range) than they can buy wholesale local capacity (20-35%
range, by our estimates). Herein lies the facilities-based LD carriers'
challenge: How to offset the high negative operating leverage of LD share
loss with enough access savings and margin on local share gains. Our
analysis suggests the net effect is quite negative.

• While neutral on most LD stocks, we highlight AT&T and Frontier as values
too cheap to ignore: The "New AT&T" (i.e., post-spin-off) is selling at an
implied '97 PIE of 11.5x, far below MCI's and Sprint's 14.6-14.8x. We think
the spread will narrow. Frontier is attractive given a PIE below its growth rate
and the possibility of takeout at a 30%+ premium. AT&T and FRO are rated
intermediate and long-term Accumulate (2).
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Telecom Services

BLS/AT&T Contract Reinforces RBOe/GTE Invest. Case

INVESTMENT HIGHLIGHTS:
• BeliSouth (BLS $38 3/8. B-2-2- ) announced a large 3-year contract with AT&T (T 61 1/2, A-2-2-7) for

wholesale long distance capacitl which will facilitate BeliSouth's low cost entry into long distance once
approved by the FCC. We belie"e PaCific TeleSIS (PAC 33 1/8, B-2-2-8) and SBC (SBC 48 1/8, B-2-1-7)
will soon announce (within the n;ext week) Similar wholesale agreements with 1 or 2 of the 4 largest long
distance carriers at similarly discounted rates of $0.015/minute, or 85% off retail rates, net of access. We
reiterate our positive stance on the RBOCs and GTE. We are attracted by the EPS boost unleashed by
price cap deregulation, by the upside of long distance being sufficient to offset the downside of local losses,
and above market EPS growth, yeld and defensiveness-all for average PIEs 20% below the market's.

DISCUSSION:

On June 19, BeliSouth's long distance subsidiary announced a letter of intent with AT&T designating AT&T
for a 3 year period as its provide' of long distance transmission capacity for calls originating in BeliSouth's
region and terminating anywhen' in the world. This is the first time AT&T has bid aggressively as a
wholesaler to an RBOC and, according to our sources, aggressive it was-beating the 3 other
facilities-based long distance carriers, WorldCom (WCOM 52 13/16, D 3-2-9), Sprint (FON 40 1/4,
C-3-2-7) and MCI (MCIC 257/9, B-3-2-7) Once BeliSouth meets the competitive checklist and receives
approval to provide long distance service to its in-region customers (which the company optimistically, in
our view, predicts in 1997) am, of course, reaches certain usage volume thresholds, we understand
BellSouth will pay steeply disco.mted average rates in the $0.015 per minute range. This is below the
$002lminute rate we have been predicting and far below the $0.10 retail rate (net of access) currently
collected by these long distance :arriers

2. Over the next few days, we expect PacTel and SBC to make similar annoucements Although difficult
to predict given that Sprint and WorldCom have been selected by some other RBOCs, our best guess at
this time is that PAC and SSC m3Y choose two suppliers, perhaps Sprint and AT&T.

3. The.e announcement further reinforce our view that the RBOCs and GTE can obtain extremely big
discounts on long distance capac:ity (as much as 85% off retail, net of access) from the 4 existing suppliers
and thus can off.r long distance .ervice without the heavy upfront capital investment that has
characterized the phone business, local and long distance, heretofore. Indeed, the existence of a buyers'
market for wholesale long distance capacity-which, in turn, derives from the high fixed, low variable cost
of running a long distance transport network and the fact there are 4 able suppliers-means the RBOCs
can translate a few percentage POints of initial long distance market share into the lowest cost of goods
sold in the long distance industri and thus the highest potential pretax margins and/or an extra budget for
sales, promotion and customer service.

4. Investment Implications for the RBOCslGTE are Positive: We continue to recommend the entire
RBOCIGTE group with emphMis on SBC, Ameritech (AIT, $57 7n; B-2-1-7) and BellSouth We also
see purchase of PAC shares as the cheapest. though riskier. way to buy SSC shares-riskier simply
because the merger has not yet been approved. This announcement, along with those pending, provides
evidence of the RBOCs' low cost of entry into long distance, except the cost of lawyers at the FCC, and
thus the likelihood of eaming sufficient margin and profit in long distance to offset the pain of losing local
market share. Combined with the unleashing of operating leverage (of cost-cutting and robust new feature
sales) that has come with the sdbstantial elimination of ROR, earnings regUlations and implementation of
pnce regulations, the RBOC/GT:~ group now has the ability to grow EPS sustainably for many years in the
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10% range on average, far higher than the 6~7% historical record and far higher than today's bearish
consensus. Obtaining 85% discounts ($0.015 wholesale versus $0.10/min. retail rates) on long distance
capacity and giving only 30-35% discounts on local capacity, as we predict will result from implementation
of the resale and unbundling parts of the 1996 Telecom Act, is a formula for equal amounts of and thus
offsetting competitive gains and losses over the next 5 years or so. Meanwhile, the growth-boosting
effects of price cap deregulatic~n, with its incentives to improve efficiency and sell (and invent)
more service and features, will plow their way through in above consensus EPS growth rates

5 With 10% growth and 4 7% averaqe yields, a 15% total annual return even without PIE multiple expansion
above the current 13x 1997 IS qUlt;~ attractive. Add in modest multiple expansion andlor a flee to defensive
stocks. and one gets a pretty nice Investment profile Add in justified mUltiple expansion, to a market
level or 10% above, given above market EPS growth, yield and defensiveness, and one gets an
even better investment profile reflecting the exaggerated anxieties of investors regarding local share
losses Add ,n some merger syrergy and the earnings go even higher and so should the stocks once
evidence develops that antitrust hi rdles, if any will be overcome

6 Double-Edged Sword for the Le.ng Distance Stocks: With AT&T now aggressively bidding for RBOC
traffic, It is clear the long distanc,~ oligopoly has lost its stability and that when RBOC wholesale traffic
begms to grow, the long distance ;ompanies will be losing retail minutes and recovering wholesale-priced
minutes. As RBOCs gradually bUl!d and activate their own switches and in-region inter-city fiber trunks, the
RBOCs will self-supply long distarce capacity and thus totally bypass the long distance networks-further
hurting the revenues and profits :>f the long distance companies, especially MCI and AT&T with their
disproportionate shares of retall-p"ICed minutes. Offsetting this are 3 pieces of good news for the long
distance companies (1) It won·t tappen ovemight. as approvals of RBOC entry are likely to be stretched
out over the next few years, WIth the Initial states (NY, Illinois or California) within a year and half; (2) Local
share gains as resellers or unbunciers will partially offset long distance losses but unfortunately cannot fully
offset them given the asymmetry tr wholesale discounts mentioned in #4 above; and (3) AT&T's PIE, net of
the spun-off properties, is now 11 4x our 1997 est. EPS of $4.10 and offers an unusual discount to MCl's
13.8x, even after MCl's recent retreat from as high as $30 and 148x 6 weeks ago. We continue to believe
these two companies' PIEs will cilnverge and thus view AT&T as too inexpensive to ignore despite the
asymmetry of cross-entry AT&T i rated intermediate tefTl'1 accumulate and MCI neutral.

7 AT&T's neWly-found willingness to compete for RBOC contracts is a good sign for AT&T but a
negative sign for the other long distance companies. It means AT&T's management has finally come
to terms with RBOC entry risk and the necessity to at least gain back, In the wholesale market, some of the
retail share likely to be lost Trough a 15% recovery ($0015 versus $O.10/minute) still leaves EPS
vulnerable to the 85% negative operating leverage, 15% is certainly better than nothing and its better than
ceding it to another such as Spnlt of MCI or WorldCofrl-ali of whom now have a lower probability of
winning RBOC contracts than they did before.

8 Finally, we note that the BeliSouth 3-year contract is for transport and switching only. Customer
service. marketing and billing Will be kept in house at BellSouth and not outsourced to AT&T. So far,
NYNEX (NYN 45 3/8, RSTR) ints agreement with Spnnt is the only RBOC that has outsourced these
functions as well as transport and3witching. We also believe that over time, when economic volume levels
are reached. BeliSouth and other RBOCs, including NYNEX, WIll bring in-house such activities as switching
and eventually long haul transpor bypassing entirely the eXisting long distance networks for some calls.
This will start with the In-region clt,·pairs with the heaViest long distance volumes.

IndListry.- Telecommunications/Services· Local
Investment Strategy Industry Weighting: INCOME(+).GROWTH(-),CAPITAL APPRECIATION(+)

Technical AnalYSIS Industry Rating. A

[MCIC. PAC, SSC. T. WCOM] MLPF&S ~as a manager of the most recent public offering of securities of this company within the
last three years.

[MCIC. WCOM] The shares of the compaqy are traded over-the-counter Retail sales and/or distribution of this report may be made
only in states where these securities are exer lpt from registration or have been qualified for sale. MLPF&S usually makes a market in
the shares of this company
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'"felecommunic ltions Services--Mid-1996 Recap

~fay 22 1996
OJ/A :;-22.59
S& P Indus. -99.26

!lating Changes

On May 10, 1996 we upgraded our ra; ing on four
regional Bell operating companies (RBOCs)
Ameritech (AIT-58 5/8-NYSE), Bell \tlantic (BEL
63 1/8-NYSE), BellSouth (BLS-41 3d-NYSE) and
SBC Communications (SBC-49 7/8-r-. YSE)-from
Maintain Position to Accumulate for. onservative
investors. At their closing prices in F1 (ure # I on
page 2. these four stocks have decline! about 14%.
on average. from their February high~ They have
recently traded as much as 20% offth )se highs. From
Figure #2 on page 2, the average total return for the
RBOC group year-to-date 1996 has hen -3.82%. By
contrast. the 1996 average year-to-dal' total return for
the long-distance rndex in Figure #2 r is been 13 48%.
ThiS relatIve shift in RBOC and long· listance market
valuatIOns m combination with our 0\ n valuatIOn
perspective pertaming to each of thes! groups has
moved IS to effect these upgrades

Background

In late June 1995. after selectively ree ommending the
baby Bells since October 1993, we tu.ned neutral on
the group (with the exception ofPacihc Telesis which
we rated sell) and continued to recom nend the long
distance group (AT&T was hold rate, subsequent to
September 1995) which was recovem 19 from a par
ticularly dismal performance in the fe.lIth quarter of
1994. Figure #3 on page 4. which is a continuation of
the performance chart in our January 7, 1996 industry
update entitled Telecommunications Sevices-1995
Review. shows that both the RBOC ar d long-distance
groups benefited from the decline m I Iterest rates over
the last half of 1995. Again, from Fig Ire #3. the long
dIstance earners outperformed from r lIdyear through
\iovember 1995, but the RBOCs outp:rformed over
the tota I second half as speculation ht Ightened in

Anthony Ferrugia
(314) 955-5786

December that Congressional legislation would pass in
1995 and benefit the RBOCs disproportionately. Even
so. m mid-January 1996 we continued to selectively
favor the long-distance group over the RBOCs stating
m our 1995 review that "long-distance shares offer the
best near-term return opportunity per unit of risk". On
February 13, 1996, we stated that "we would recom
mend a harvesting strategy in the Bell group moving
toward an equal or even an underweighted position".

From their peak m February, the four Bell stocks we
are upgrading have declined, on average, by as much
as 20% and currently trade, on average, about 14% off
their 1996 highs. (See Figure # 1.) As Figures # I and
#2 show. the long-distance carriers have outperformed
the RBOCs substantially year-to-date 1996. The total
return on the RBOC basket has averaged -3.82% year
to-date 1996 versus 13.48% for the long-distance ear
ners. From July I, 1995 to date, the total return on the
RBOC group has averaged 28.63% versus 36.62% for
the long-distance carriers. (See Figure #2.)

Our rating changes are in response to the relative shift
Jrl valuations between the RBOCs and the long-dis
tance carners rather than any change in our opinion
regarding the potential beneficiaries of legislation and
competition. Our 1995 Review dated January 17, 1996
stated that "we are not negative on the prospects for
the RBOC group. Longer term, we believe that
deregulatIOn will benefit the total telecommunications
services tndustry .... We continue to believe that longer
tenn deregulation will benefit the total telecommuni
cations industry through the stimulation of overall
usage from lower prices, product and service expansion,
and penetration of new markets outside the traditional
telecommunications markets. Ultimately, the line
between local and long-distance service will fade as
the regulatory boundaries which have created the dis
tlnct10n dIsappear. TelecommunicatIOns services will

(continued on page 3)
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Figure '1

Price Change over Holding Period
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Figure '2
Total Return over Holding Period - Dividends Reinvested in Security
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Ico'ltinuedjrom page I)

occupy an increasing role in societal unctions includ
109 the workplace, banking, retail ane entertainment
services environments. While the ind IStry will look
much different, we believe it naive tc assume that the
surviving entities will be limited to puticipams III a
sIngle segment of the industry as we mow it today.

We believe most investors should tra Ie opportunisti
cally around sunilar dollar weighting, in both local
and long-distance services companie within their
portfolIOS. The basis for shifting wel.;htmgs margm
ally 10 favor of one group or the otht :" should include
relative valuanon spreads between tl e groups, firm
speCIfic cnteria and possibly some n easure of industry
preference. However, we believe tha for most clIents
grossly overweighting one group or he other based
on a longer term industry forecast Of prediction IS

extremely nsky. This is based on ou expectation
that winners and losers will not be hmited to a single
industry group and will emerge over time rather than
instantaneously, As this longer tem process unfolds
however, there will be significant 0' 'portunity to
margmally shIft local and long-dist, nee portfolio

weightings opportunistically on a shorter term basis
due to relative valuation changes resultinb from peri
ods of near-tem uncertainty and wavering sentiment.

To summarize our position, the shift in valuations across
the local and long-distance industries over the past 12
months has caused us to make slight modifications to
our recommended list, We continue to rate MCI
(MCIC-29 1 2-0TC) Buy and rank It among our best
performance candidates between now and year-end
! 996 Spont (FON-42 3/4-NYSE) also remaInS 'iery
attractive to us but IS rated Accumulate after appreciating
30% 10 the first four months of 1996 and more than
75% since the beginning of 1995. For the first time in
nearly a year, we have four regional Bell operating
companies on our purchase list with Ameritech, Bell
Atlantic, BellSouth and SBC Communications each
rated Accumulate. We believe these RBOCs are
buyable here as longer term positions and would
become more aggressive on weakness. In a 7% long
bond environment, we would likely move to an out
nght buy on these RBOCs if we saw a pullback in
price approaching 10% from current levels.
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The analyst holds a position in the shares ojAmeritech. Bell Atlanlic and Sprint A.G. Edwards & Sons. Inc makes a market in the MCI Corp shares For current blue
sky status ofore stocks. access QBLUE.
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INVESTMENT OPINION AND SUMMARY

We expect telecom industry revenuele,l111ings growth in 1996 to continue the momentum of 1994195 on the core
businesses of the mtJjor companies. due to reasonably stable pricing and continued strong demand growth rates.
Reported earnings per share growth for mdividuaJ companies will continue to vary. although less-so than in 1994195
because of the timing and amount of investments in new businesses, such as wireless. international. and local
exchangelbroadband. and the deleveraging of their balance sheets by several companies. Thus. we believe that
reported EPS growth in J996 will rang efrom 9%-J2% for most telephone and long-distaru:e companies aLthough
there will be afew outLyers on either si.:le. The 1997 outlook is more segmented. with long-distance industry growth
likely to deteriorate as the Bells enter the market. Telephone industry arowth should remain at robust levels due to:
(I) increased regulatory freedom. and n) the potential of new businesses such as long-distance and broadband.

In our opinion. 199611997 will be a watershed reaulatory period for the industry, as the state commissions and the
Federal Communications Commission (FCC) implement the recently enacted Communications Act of 1996. This
law reduces entry barriers and regulati<cn, and will serve to increase competition in the industry. It will significantly
alter relationships within the industry, both in terms of stlUCture and potential growth rates, and create much more


